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Sales Tax Reform: The Context 


A cornerstone of the government’s strategy to secure Canada’s future is its 
commitment to control the public debt by reducing deficits. This is essential if we 
are to: 


¢ maintain the capacity of the federal government to provide programs highly 
valued by Canadians; and, 


e sustain economic growth and the standard of living Canadians have come 
to expect. 


A second key element of the government’s strategy to strengthen Canada’s 
economy and to safeguard essential programs is the replacement of the existing 
federal sales tax. This initiative will improve Canada’s ability to compete in the 
world economy while providing the federal government with a more stable and 
more reliable tax system. 


Equally important, sales tax reform will improve the overall fairness of the 
Canadian tax system. As a result of reform, the distribution of the tax burden will 
be more progressive and lower income Canadians will be better off. 


To secure these major economic and social dividends, the government will 
implement a more modern and a fairer sales tax system for Canada on 
January 1, 1991. 
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Why Reform? Problems With the Existing 
Federal Sales Tax 


The existing federal sales tax is levied on manufactured products. For goods 
produced in Canada, it is applied to the price of these commodities at the time 
they are sold by the manufacturer. It also applies to the duty-paid value of goods 
imported into the country. 


The federal sales tax is charged at varying rates. The standard rate for most goods 
is 12 per cent, with construction materials taxed at 8 per cent and tobacco and 
alcohol subject to an 18 per cent rate. A sales tax is also levied at a rate of 10 per 
cent on most telecommunications services. To help address the urgent fiscal 
problems facing the Government of Canada, the budget proposes that these rates 
be increased by one percentage point across the board, with the exception of the 
general 12 per cent rate which will be set at 13 1/2 per cent. In 1989-90, these 
taxes are expected to yield about $17 billion, representing 16 per cent of the 
federal government’s total tax revenues. 


The federal sales tax was put in place in 1924. At that time, it was adequate for an 
economy characterized by relatively simple patterns of production and 
distribution. Manufacturers, wholesalers and retailers typically operated as 
independent organizations. Most transactions occurred as sales in the marketplace 
where they were easy to identify and tax, rather than as transfers within an 
integrated corporation. 


Since 1924, however, domestic and international trading systems have become 
much more complex and patterns of trade more varied. With this increased 
complexity in the marketplace and the growing importance of international 
competition, serious concerns have developed about the consequences of relying on 
an outmoded tax in a sophisticated modern economy. 


In Canada, this concern has been expressed in a wide range of independent studies 
which, over the past five decades, have called for fundamental changes to the 
federal sales tax.” Internationally, it is reflected in the fact that Canada is now 
the only industrialized country left with an antiquated sales tax of this kind. 


“) These include the Royal Commission on Dominion-Provincial Relations (the Rowell-Sirois Commission) in 
1940; the Royal Commission on Taxation (the Carter Commission) in 1966; the Federal Sales Tax Review 
Committee (the Goodman Committee) in 1983; and most recently the Eleventh and Fifteenth Reports of the 
Standing Committee of the House of Commons on Finance and Economic Affairs (1987 and 1988, 
respectively). 


The existing federal sales tax suffers from three fundamental failings: 
e it is damaging to the Canadian economy; 


¢ itis a porous tax that is an increasingly unreliable source of revenues for the 
federal government; and, 


e itis hidden from consumers. 


A. The Economic Costs of the Federal Sales Tax 


The economic deficiencies of the federal sales tax are widely recognized. What is 
less well known is the extent to which the tax is limiting economic growth and job 
creation in Canada and is impeding the country’s ability to compete 
internationally. Department of Finance estimates indicate that the tax constrains 
the output of the national economy by as much as $9 billion on an annual basis. 
To put the magnitude of this loss in some perspective, it is virtually the same as 
losing the value added by Canada’s manufacturers of steel, aluminum and other 
primary metals. 


(a) Impairs Domestic Production 


Because the federal sales tax is applied to sales of manufactured goods, a 
significant amount of tax is paid on inputs used in the production of all other 
goods and services. These inputs include vehicles, computers, office equipment and 
furniture, stationery, and construction materials, to name but a few. As a result, a 
hidden tax burden is imposed on all goods and services sold in Canada, even those 
that are now nominally tax exempt like food and clothing. In much the same way, 
a portion of this hidden tax finds its way into the costs of items that are directly 
subject to tax. This results in a form of double taxation, so-called tax cascading. It 
is estimated that about one-half of federal sales tax revenues, or about $8 billion 
this year, are derived from the taxation of inputs into the production process. This 
has the effect of lowering investment in Canada and depressing national economic 
output. 


The taxation of inputs into domestic production also has serious consequences for 
Canada’s export competitiveness. While exports are not taxed directly, sales taxes 
paid earlier in the production chain become an indirect charge on Canadian 
products abroad. Indeed, the existing federal sales tax consumes on the order of 
10 per cent of the competitive margin of Canadian exports which typically 
compete in markets where prices are set internationally. This makes it more 
difficult for us to meet the competition and more difficult for our exporters to 
invest and grow. 


(b) Favours Imports 


The existing tax is the only consumption tax in the industrialized world known to 
favour imports over domestically produced goods. The findings of a 1985 study of 
660 different commodities indicated that, on average, the effective sales tax rate 
was one-third higher on domestically manufactured goods than on competing 
imports. Selected examples of this imbalance are set out in Chart 1. In some cases, 
for instance household furniture, taxes on domestic products were over 70 per cent 
higher. 


Chart 1 


Effective Federal Sales Tax Rates on 
Selected Domestic and Imported Goods “” 


per cent 


Imported 


4 
1- Tires 5- Televisions, radios, stereos 
2- Household furniture 6- Office machines and equipment 
3- Household appliances 7- Toys and game sets 
4- Glassware and glass products 8- Cosmetics 


(1) Data based on Federal Sales Tax Survey (1985) conducted by Woods Gordon on 
behalf of the Department of Finance. 


In an increasingly competitive world, this situation is simply unacceptable and yet, 
it is the inescapable result of two features of the existing sales tax structure. First, 
and most important, many costs that are normally included in a domestic 
manufacturer’s selling price, such as marketing and distribution costs, are often 
not reflected in the taxable value of imported goods. These costs are generally 
incurred by importers and distributors after tax has been charged on imports. 
Second, because the existing federal sales tax generally results in a higher degree 
of tax cascading — or, double taxation — on domestically manufactured products, 
they are often placed at a competitive disadvantage relative to imports. 


(c) Narrow Base 


Only about one-third of the goods and services purchased by Canadians are 
subject directly to federal sales tax. Of these, five commodities (tobacco, alcohol, 
automobiles, auto parts, and motive fuels), representing 16 per cent of consumer 
expenditures, generate one-third of federal sales tax revenue. This represents one 
of the narrowest consumption tax bases in the industrialized world. As a result, 
prices are distorted, thereby biasing the choices of consumers and the decisions of 
producers. In this way, the structure of the existing tax reduces the potential 
output of the national economy. 


Among the many biases involved in such a narrow base, perhaps the most 
important is the virtual exclusion of services from direct sales taxation. Not only 
does this distort consumer choice, but it also provides a substantial tax benefit to 
wealthier Canadians who tend to consume relatively more services. 


B. The Federal Sales Tax: An Unreliable Source of Revenue 


Taxes fund programs that are important to Canadians. To fulfill that role, they 
must serve as stable and predictable sources of revenue. Consequently, the basic 
structure of an adequate tax should limit the opportunities and incentives for tax 
avoidance. The existing federal sales tax fails to meet this basic test. 


Because tax is applied at a very early stage in the production and distribution 
chain, firms have a strong incentive to shift as many costs as possible beyond the 
tax point in order to minimize their tax liability. Of particular concern in recent 
years has been the tendency of manufacturers to engage in tax avoidance by 
separating, solely for tax purposes, their marketing and distribution networks from 
their manufacturing activities, thereby reducing the price to which federal tax 
applies. In the course of exploiting these avoidance opportunities, businesses adopt 
less efficient organizational structures; inequities are created between competing 
producers, some of whom cannot restructure their operations; and, of course, the 
federal tax base is eroded. In turn, the government’s ability to maintain important 
programs and to manage the deficit is reduced. 


The existing federal sales tax has numerous exemptions and multiple rates. As a 
result, taxpayers have an incentive to challenge borderlines between categories of 


goods in an effort to gain exemptions for their products or to have them taxed at a 
lower rate. Apart from reducing the federal tax base, this has led to a complex and 
unreliable patchwork of special arrangements required to achieve some equity 
under a basically inequitable tax. For a system that has 75,000 taxpayers, no 
fewer than 22,000 special provisions and administrative interpretations have been 
required in this effort. While intended to try to maintain a reasonable degree of 
fairness, these have led to finer and finer distinctions between commodities, 
resulting in what often appear to be arbitrary — indeed, ridiculous — borders 
between classes of goods and activities. 


e The ripening of hard, green bananas is considered to be the manufacture of 
goods, entitling the firm to a tax benefit that is denied to the importer of 
ripe bananas. 


e Ifa highway building contractor blasts rock into rubble, the contractor is 
considered to be the “manufacturer” of the rubble and, accordingly, given a 
broader exemption from sales tax. 


e Athletic headbands are exempt as clothing while athletic wristbands are 
taxable as sporting equipment. 


One important consequence of the complexity and archaic structure of the federal 
sales tax is the increasing number of court challenges by taxpayers it has spawned. 
If the borderlines appear arbitrary, there will be an increased willingness to test 
those borderlines before the courts. Some examples of recent cases include: 


e If heating fuels are exempt from tax, should candles also be exempt because 
they produce heat? 


e If electricity is not taxed, should batteries be exempt as boxed electricity? 
e Should facial tissue be taxed as a cosmetic or exempted as a health good? 


In 1988-89, 155 new cases were initiated, more than double the number of just 
two years before. Clearly, this activity wastes productive resources of both 
businesses and government and threatens to erode further the federal tax base in 
unforeseen and unpredictable ways. 


C. The Federal Sales Tax: Hidden From Individual Canadians 


While the government will collect some $17 billion from the federal sales tax this 
year, the vast majority of Canadians will not know they are paying it. But they 
will pay it, and most often in hidden ways. 


The federal sales tax is charged on sales by manufacturers, for the most part to 
wholesalers and retailers. These businesses, in turn, will pass the tax on through 
the production chain until the consumer pays the tax in the form of higher prices. 
To the extent that the tax cannot be passed on in some instances because of 
particular competitive circumstances — for example, when there is substantial 


import competition or when our exports are sold at world prices — Canadians will 
still bear the tax, but this time in the form of reduced wages and lower returns to 
saving and investment. Therefore, either as consumers, workers or investors, 
Canadians pay the federal sales tax. 


From the point of view of consumers, when they buy a good or service, it is 
virtually impossible for them to know how much federal sales tax they are paying 
in the price. Because the tax is applied at the manufacturer’s level, subsequent 
mark-ups at the wholesale and retail levels are not subject to tax. These mark-ups 
vary widely, both across different industries and across similar products made by 
competing manufacturers in the same industry. As indicated in Table 1, the result 
is a lack of uniformity in effective tax rates, with great variations even within the 
same product category. For example, competing auto parts are taxed at effective 
rates ranging anywhere from about 4 per cent to more than 13 per cent. On 
average, within product categories, effective tax rates vary by almost 100 per cent. 


The extent of this variation and its unpredictable impact on retail prices is 
blatantly unfair and a disservice to consumers. 


D. The Existing Federal Sales Tax Must Be Replaced 


Clearly, the deficiencies of the federal sales tax are serious. Structurally, the tax is 
crumbling. It has become an increasingly unstable source of the revenues needed 
to maintain government programs highly valued by Canadians and to manage the 
deficit. At the same time, the tax is a major impediment to improved national 
economic performance — something that a modern industrial country like Canada 
can no longer tolerate. The existing tax is unacceptable. It involves nothing less 
than the export of Canadian jobs. It must be replaced with a new sales tax — one 
that will enable the federal government to meet its economic and social 
responsibilities and that will allow Canada to meet the challenges of the world 
economy. 


For these reasons, in June 1987, the government proposed to replace the existing 
sales tax. Since that time, extensive consultations have taken place. In particular, 
the federal government has worked closely with the provinces to explore fully the 
possibility of an integrated national sales tax. Such a system would have involved 
reforming ten different sales tax regimes simultaneously and consolidating them 
into one unified system. This has never been accomplished before anywhere in 
the world. 


Despite the best efforts of both the federal government and the provinces, a 
national sales tax has proven to be beyond reach. The need to reform the 
provincial sales taxes is simply less pressing than the urgent need to replace the 
federal sales tax. Perhaps after reform at the federal level is complete, the idea of 
an integrated national tax can be explored once again. But now, the time has come 
for the federal government to proceed with a new system. 


Table | 


Variation in Effective Federal Sales Tax Rates on a Sample of 
Domestically-Produced Commodities* 


Average Highest Lowest Ratio of 

Selected rate rate rate highest 

commodities SS | 

(per cent) 

Blankets, bed sheets and towels Sal LO:5 3.9 pL) 
Household furniture 6.7 9.3 4.4 2) 
Small appliances 9.0 12.4 4.9 PRS 
Hand tools Ee Gro 47 13 
TV, radios, stereos 8.4 9.2 6.2 ile) 
Office and stationery supplies 5.9 bial Bed 3.4 
Auto parts Sy) 13.3 4.3 Sel 
Watches and clocks 6.3 9.4 556 Tey 
Sporting equipment 7.6 14.2 3K) 2a 
Cosmetics 7.8 Ne Be 3:3 
All commodity average ad 10.4 me) 1.9 


* Data based on Federal Sales Tax Survey (1985) conducted by Woods Gordon on behalf of the Department of 
Finance. 
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The Goods and Services Tax: How It Works 


The Goods and Services Tax (GST) will replace the existing federal sales tax on 
January 1, 1991. It will be charged at a rate of 9 per cent. The new system will be 
a multi-stage sales tax — a common tax structure that is currently in use in 

48 countries around the world. Indeed, it is now the predominant system used for 
the general taxation of consumption in industrialized countries. Today. nineteen 
out of twenty-four of the most highly industrialized economies in the world — the 
members of the Organization for Economic Cooperation and Development — rely 
on sales tax systems of this kind. 


From the perspective of consumers, the tax will not be unlike the retail sales taxes 
operated by the provinces. Tax will apply on final sales of goods and services. As 
with the provincial systems, the legal liability for the tax will rest on the 
purchaser, while vendors will act as agents of the Crown in collecting and 
remitting tax. 


The major difference will be with respect to the mechanics of the tax at pre-retail 
levels. For the most part, all businesses throughout the production and distribution 
chain, including retailers, will charge tax on their domestic sales. However. firms 
will also be able to claim a credit for any tax paid on purchases of goods and 
services used in the course of doing business — a so-called input tax credit. At the 
end of each reporting period, when the firm files its sales tax return, it will simply 
remit the difference between tax owed on sales and the value of its input tax 
credits. If the value of these credits exceeds the amount of tax due on sales (for 
example, when a major capital purchase has been made), the difference will be 
refunded. 


The simplest approach to ensuring the smooth operation of the tax for firms and 
the accurate accounting of input tax credits is to rely on 2 system of invoices which 
will allow firms to identify easily the tax they have paid on their purchases and the 
tax they have charged on their sales. These invoices need be nothing more than the 
existing documents for purchases and sales. Chart 2 outlines the basic method for 
calculating the Goods and Services Tax. 


Under the GST, sales tax is fully removed from Canada’s export sales — a 
significant advance over the existing system. This is accomplished by charging no 
tax on exports, while still permitting exporters to claim full input tax credits. 
Imports will be fully taxable at the time of importation. Overall, for the first 
time, the new system will establish a level playing field for Canada’s 

domestic producers. 


1] 


Chart-2 


Goods and Services Tax 
Basic Calculation 


Taxable Sales 


times 


Tax Rate 


equals 


Tax Charged on Sales 


minus 


Tax Paid on Purchases 
(Input Tax Credit) 


equals 


Tax Payable Tax Refundable 


(if positive) (if negative) 


e.g. Tax* e.g. Tax* 


Sales: $200,000 $18,000 Sales: $180,000 $16,200 


Purchases: $150,000 (13,500) Purchases: $200,000 (18,000) 


Tax Payable $ 4,500 Tax Refund ($1,800) 


*Tax rate of 9 per cent. 


Chart 3 


Goods and Services Tax 
Basic Operation 


Purchases Tax Input 
y on tax Net 
Wi Sales (excluding tax) sales credit tax 


Mine Yj $100 $9 . $9 


Steel maker 


$300 $27 $ 9 $18 


rac dealer $600 $54 $36 $18 


Like a pure retail sales tax, the Goods and Services Tax is a tax on final 
consumption. They are equivalent taxes that differ only in the way that the tax is 
collected. This is illustrated in Chart 3. The example considers the case of the 
GST levied at a 9 per cent rate throughout the production and distribution of a 
household appliance such as a washing machine. 


In this simplified example, the production of the washing machine begins with the 
mining of iron ore. The mine is assumed to have no taxable purchases. It sells ore 
to a steel maker for $100, plus $9 of sales tax which is remitted to the government. 
The steel maker has a value-added of $200 and, therefore, sells steel to the 
appliance manufacturer for $300. The steel maker charges $27 of tax on its sale, 
but because it can claim a full input tax credit for the $9 of tax paid on its 
purchase of iron ore, it simply remits the $18 difference. Similarly, the appliance 


13 


manufacturer uses the steel to make a washing machine which it, in turn, sells to 
an appliance dealer for $400. Again, a 9 per cent tax or $36 is charged on the sale, 
an input tax credit of $27 is claimed, and $9 of tax is remitted by the appliance 
manufacturer. At the last stage, the retailer sells the washing machine to a 
consumer after adding a $200 mark-up. Tax of $54 is levied on the $600 sale, 
while $18 is remitted after claiming a $36 input tax credit. 


As the chart shows, then, the tax charged at each level is fully refunded at the next 
stage in the production chain until the sale to the final consumer. In summing the 
net amounts remitted at each stage, we see that the total amount of Goods and 
Services Tax collected is $54. This is identical to the amount of tax that would 
have been paid under a 9 per cent retail sales tax that applied only on the sale of 
the washing machine to the final consumer. 


While retail taxes and the GST are similar in that they both tax final 
consumption, the different mechanism for collecting tax under the latter makes it 
superior to a retail sales tax system for two reasons. 


e Retail taxes do not succeed in completely removing the economically 
destructive taxation of productive inputs, thereby unnecessarily increasing 
production costs and final prices to consumers. 


e Retail taxes are more susceptible to avoidance and evasion and, therefore, 
less secure sources of revenue for government programs. 


For these reasons, in the June 1987 White Paper on Tax Reform the Government 
of Canada opted in favour of a multi-stage sales tax structure. 


The Goods and Services Tax: Why It Makes Sense 


A. Competitiveness and Growth 


Sales tax reform will provide major economic benefits for Canada. Indeed, the 
magnitude of these gains is such that implementation of the Goods and Services 
Tax will represent an economic development initiative of great significance for the 
future prosperity of the country. These economic dividends have their roots in 
three fundamental changes: 


e the complete removal of federal sales tax from the production of goods and 
services in Canada; 


e the elimination of the inherent bias in the existing sales tax in favour of 
imports and against Canadian exports; and, 


e the broadening of the tax base. 


Because the GST will eliminate all federal sales tax on inputs to the production 
process, the incentives for investment in Canada will increase. In turn, higher 
investment will improve our productivity, leading to greater domestic output and 
higher real incomes for Canadians. By removing the distortions involved in the 
taxation of inputs into the production of goods and services in Canada, there will 
be a more efficient allocation of resources among competing uses in the national 
economy. In other words, we will be able to produce more with a given level of 
resources than we can today. Our national wealth will increase. 


One of the most important benefits of the Goods and Services Tax will be in 
strengthening Canada’s international competitiveness. The elimination of federal 
sales tax on production will remove the indirect taxation of Canadian exports and 
prevent tax cascading in those domestic industries that must face import 
competition. Moreover, since the new tax will extend to the retail level, existing 
structural biases in favour of imports will be eliminated. They will be treated 
identically to Canadian goods and services. As a result of these changes, domestic 
production activity will increase, along with jobs for Canadians. 


Finally, because the GST will apply at a lower uniform rate to a much broader 
range of goods and services than the existing federal sales tax, sectors across the 
breadth of the economy will be treated more equitably. At the same time, the 
more even application of the tax will, as it should, significantly reduce the 
influence of the tax system on the decisions of both consumers and producers. 
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Furthermore, the economic gains of sales tax reform will be shared widely across 
the various sectors of the economy. Preliminary Department of Finance estimates 
of the effects of federal sales tax reform on sectoral real outputs are illustrated in 
Chart 4. 


In view of the burden of the existing tax on exports, it is not surprising that export- 
oriented industries such as the primary sector do relatively well as a result of the 
tax change. Even the increase in output of the service sector is above the all- 
industry average, despite the fact that sales tax reform extends the sales tax base 
to most services. This reflects the fact that, under the existing system, services 
bear a significant amount of hidden tax which will be removed entirely under the 
GST. Moreover, services purchased by the business sector will be relieved of tax as 
is the case for other inputs into Canadian production. 


It is sometimes argued that the economic benefits of replacing the existing federal 
sales tax with a multi-stage tax like the Goods and Services Tax will not be well- 
balanced regionally. In particular, some have claimed that Central Canada with 
its relatively heavy concentration of manufacturing industries will benefit to the 
detriment of Atlantic Canada and Western Canada. These concerns are 
misplaced. 


The existing federal sales tax is not’a tax on manufacturers, but on manufactured 
products. These are consumed everywhere in the country. In particular, they are 
used extensively in the resource-dependent, export-oriented economies of Atlantic 
and Western Canada. The extraction and processing of natural resources relies 
heavily on the use of manufactured equipment and construction materials. These 
products contain a substantial amount of direct and indirect federal sales tax, 
increasing production costs and thereby reducing the ability of these industries to 
sell their products in highly competitive world markets. 


In contrast, manufacturing typically involves the use of a relatively smaller 
proportion of previously taxed inputs. In effect, therefore, manufacturing itself is a 
somewhat more lightly taxed industry under the current federal sales tax, 
implying a relatively smaller output gain from sales tax reform. This, coupled with 
the fact that industries in Central Canada tend to be less capital-intensive than 
those in other regions, helps explain why Ontario and Quebec have somewhat 
smaller gains from reform than the national average. 


The complete removal of tax from production processes, the elimination of import 
biases, and the lifting of tax from exports, including exports of resource-based 
commodities, would suggest that all regions of Canada should gain from federal 
sales tax reform, and this in a reasonably well-balanced fashion. Preliminary 
Department of Finance estimates of real output changes on a regional basis are 
shown in Chart 5. 


costs can be shifted beyond the tax point. In addition, by slightly modifying 
products or by changing their stated use, manufacturers can in some cases have 
the tax status of the products changed from taxable to exempt. The GST 
eliminates these opportunities for avoidance. 


Since the Goods and Services Tax will be levied on a broad base at a uniform rate, 
the number of borderlines between categories of goods will also be greatly reduced 
and, with that, the incentives for tax avoidance and court challenges. 


The multi-stage nature of the tax will ensure that the new system is not prone to 
evasion. Because business purchasers will be able to claim a credit for taxes paid 
on their inputs, there will be an incentive for them to ensure that the tax is 
accurately reported by their suppliers. In addition, given that records will be kept 
by purchasers as well as vendors, there will be a double check against mistakes in 
reporting by either party. These factors enhance self-enforcement and accurate 
reporting — important elements in preventing base erosion and in maintaining tax 
fairness. 


C. The Consumer 


A key objective in sales tax reform is to make the federal sales tax much more 
visible than it is today. Since the GST will extend to the final point of sale to 
consumers, the amount of tax will be readily apparent, as it should be. Consumers 
will be aware of how much tax they are paying. 


In addition, since the tax will be applied at a uniform rate, consumers will be 
better able to compare the prices of the things they buy without the hidden and 
unnecessary distortions of the current tax. The new tax will, therefore, be much 
more neutral with respect to consumers’ purchasing decisions in the marketplace. 


This neutrality implies that there will be some shifts in the relative prices of goods 
and services as a result of reform. The prices of many goods now taxed at the 
general sales tax rate should fall. This would include such items as automobiles 
and air conditioners. Clearly, however, the price of previously untaxed items will 
increase. Purely for illustrative purposes, these variations are notionally reflected 
in examples of the price effects of sales tax reform that are presented in the Annex 
to this paper. 


It is important that consumers know what to expect with a change in sales tax 
systems of this magnitude. To this end, the government will be taking steps to 
ensure that consumers are made fully aware of both the operation of the new 
system and its likely effects. 
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The Sales Tax Reform Package 


A. The Tax Rate 


The Goods and Services Tax will be imposed at a rate of 9 per cent on a very 
broad range of goods and services consumed in Canada, beginning on 
January 1, 1991. 


Ata 9 per cent rate, the tax will provide sufficient revenues to replace the existing 
federal sales tax, including those additional revenues raised through rate increases 
announced in the budget. With a rate of 9 per cent, the new tax will also fund a 
substantial expansion in the refundable sales tax credit over and above the 
immediate enrichment provided in the budget. In addition, as an integral part of 
the sales tax reform package, there will be complementary income tax reductions. 


B. Guaranteeing Fairness 


A central element of the government’s plan for sales tax reform is its commitment 
to improving the overall fairness of the tax system. With sales tax reform will 
come a more equitable sharing of the tax burden. 


It is sometimes argued that removing selected commodities from the sales tax base 
is an effective means of ensuring fairness. The premise of this argument is that the 
sales tax would not then be a barrier to the purchase of these commodities by 
lower income Canadians. 


This argument is flawed. First, to the extent that some goods and services are 
removed from the base, a higher rate of tax must be applied to the remaining 
items, many of which would be purchased by lower income households. Second, 
removing items from the base involves extending a substantial tax benefit to 
higher income Canadians — those who consume the most in absolute terms and 
who can best afford to pay the tax. 


The government believes that a more effective approach to achieving fairness is to 
maintain a broad sales tax base while relying on instruments capable of directing 
assistance to lower and middle income Canadians. This can best be achieved by 
more fully integrating the sales and income tax systems through measures like the 
refundable sales tax credit and adjustments in the personal income tax. The 
potential of income tax measures to achieve an equitable distribution of the sales 
tax burden is illustrated schematically in Chart 6. 
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Chart 6 
Fairer System 


per cent of income 


Current system 
- Federal sales tax 
- Refundable sales tax credit 


Reformed system 

- Goods and Services Tax 

- Refundable GST Credit 

- Related income tax changes 


0 20,000 40,000 60,000 80,000: 


Household income 
(in dollars) 


The current government introduced a refundable sales tax credit into the income 
tax system in the February 1986 budget. The government will be building on its 
experience with the existing credit to design a new sales tax credit that will be 
implemented as a fundamental element of the reform package. The new Goods 
and Services Tax Credit will involve a major expansion of benefits. As a first step 
towards the new credit, the existing sales tax credit is being doubled in this budget 
and the threshold increased. This will more than compensate recipients of the full 
credit for the federal sales tax increases announced in the budget. 


The new GST Credit will also be refundable. Payments will be made on a regular, 
quarterly basis. The first of these will be made in advance of the January 1, 1991 
start-up of the new tax system. The new credit will ensure that lower and modest 
income households will be better off as a result of sales tax reform. 


In addition to the new GST Credit, other income tax changes that will benefit 
middle income households will be introduced as part of sales tax reform. 


In combination, the refundable sales tax credit and other income tax changes will 
result in a more progressive system after reform than before. Although the precise 
design of these measures is not yet finalized, the government’s goal is to assure 
that families earning less than $30,000 per year will be better off after the Goods 
and Services Tax is in place than before. 


As a further element in the commitment to fairness, the Minister of Finance has 
indicated that the new tax will not be allowed to prejudice the reasonable 
opportunity for home ownership that Canadians would otherwise have enjoyed. In 
other words, the new system will not pose a barrier to the affordability of housing. 
In the context of sales tax reform, the government is currently exploring ways to 
ensure this result. Consistent with its belief that assistance should be well- 
targeted, the government will meet its commitment by providing assistance 
directly to those home buyers who otherwise might be faced with an affordability 
problem as a result of the tax change. This initiative will substantially benefit 
middle income Canadians. The government will be consulting with the home 
building industry on the design of this measure. 


By expanding the refundable sales tax credit system and by introducing other 
income tax changes, sales tax reform will yield a fairer tax system overall. At the 
same time, we will ensure that the affordability of housing in Canada is not 
prejudiced. Details about these measures will be provided in a technical paper on 
the new sales tax system which will be released in early summer. 


C. The Tax Base 


The new Goods and Services Tax will apply to a very broad base, including the 
vast majority of goods and services consumed in Canada. Because of the wide 
range and effectiveness of offsetting measures that are available, only limited 
exceptions to this general principle will be made. The exceptions fall under three 
categories. 
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(a) Tax-Free Goods” 


e Basic groceries; 
e Prescription drugs; and, 


e Medical devices. 


(b) Tax-Exempt Goods and Services® 


e Residential rents; 


e Most health and dental services, including hospital and nursing home 
SErvICes; 


e Daycare services; 
e Legal aid services; and, 


e Most educational services. 


(c) Arrangements for Certain Suppliers 


e Certain public sector institutions — hospitals, school boards, municipalities, 
libraries, colleges and universities — will receive partial rebates of sales tax 
paid on their purchases to ensure that the reform of the federal sales tax 
imposes no greater tax burden than before reform. 


¢ Registered charities, and non-profit organizations that are substantially 
funded by governments, will receive a rebate of 50 per cent of all tax paid on 
purchases. 


¢ Agricultural and fishery product-related sales by farmers and fishermen will 
be tax-free. This is the most technically satisfactory means of ensuring that 
there is no tax on basic groceries. 


Technical details on the tax base will be provided in a background paper to be 
released in early summer. 


‘) Tax-free means no tax is charged on sales, but the vendor can still claim full input tax credits. In contrast, 
tax-exempt means that no tax is charged on sales, but input tax credits are not claimed. 
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Major Design Issues 


Replacing an old tax system with an entirely new one is a substantial undertaking, 
involving a wide range of complex issues. It is important that they be resolved in 
ways that ensure the smooth operation of the new system across the breadth of the 
economy. To that end, the government has been consulting widely on the design of 
Canada’s new sales tax. On the basis of these discussions, technical details about 
the Goods and Services Tax will be released in early summer. In the interim, while 
the government will continue to be open to the views of interest groups on a variety 
of issues, four will be of particular importance. 


A. Consumer Issues 


A key objective in the development of the GST will be to ensure that the interests 
of consumers are reflected in its final design. To meet this goal, the government 
will want the advice of consumer groups on: 


e how best to ensure that consumers know the amount of tax they are paying 
on their purchases while, at the same time, maintaining the simplicity of the 
tax system; 


e the most effective steps to be taken in assuring that consumers are made fully 
aware of the operation of the new system. 


B. Minimizing Compliance Burden 


An important goal of comprehensive sales tax reform is to ensure that the GST is 
as simple as possible for businesses to comply with. In large measure, this will be 
achieved by maintaining a very broad tax base and a single rate. This will mean 
that for most businesses the calculation of tax will be straightforward: simply the 
subtraction of tax paid on purchases from tax charged on sales. 


Beyond this, the government believes it is essential to make special efforts to 
minimize the compliance burden for small businesses who generally have more 
limited administrative resources. Consequently, a number of special measures will 
be adopted. These include: 


e lowering the number of businesses who must comply with the tax by 
increasing the small traders’ exemption threshold significantly above the 
$5,000 level proposed in the June 1987 White Paper; 


¢ simplifying compliance directly by reducing the frequency of tax calculation 
and by introducing simplified accounting schemes; and, 


e providing small businesses with a fee for collecting the tax. 


The government will be consulting with the small business sector in elaborating 
these and other simplifying measures. 


In addition, the government will be examining the experience of other countries 
which operate similar sales tax systems to ensure that all avenues are explored in 
meeting the goal of minimizing the compliance burden of small business. 


C. Sales By Charities and Non-Profit Organizations 


The appropriate tax treatment of sales by charities and non-profit organizations is 
a complex issue. The tax should recognize the special nature of certain of these 
sales while, at the same time, maintaining fairness for other suppliers of similar 
goods and services. This requires a delicate balance. 


As a first step in striking that balance, the June 1987 White Paper proposed that 
most of the activities of these organizations would be exempt, while tax would 
generally apply only to a limited number of their sales — in effect, those that are 
genuinely of a commercial nature. The government will consult with 
representatives of the charitable and non-profit sector in developing the details of 
this approach. 


D. Financial Intermediation Services 


26 


For the most part, the services provided by financial institutions fall into two 
categories: 


e financial intermediation services such as the service provided by a bank in 
bringing together borrowers and lenders and by a life insurance company in 
the investment of policy holder funds; and 


e a range of other services such as safety deposit box rentals, trust 
administration, advisory services and data processing — services that are often 
provided in competition with other taxable businesses. 


Explicit prices are charged for many of these other services permitting the 
straightforward application of tax. In contrast, the treatment of intermediation 
services is technically more complex. Here, the price for the service is implicit, 
reflected in, for example, the spread between interest paid to borrowers and 
returns to depositors, policy holders and annuitants. While, conceptually, it is 
possible to identify these implicit prices, doing so in practice is extremely difficult. 


The June 1987 White Paper proposed a unique tax structure for the financial 
sector that attempted to identify the charges for intermediation services that are 
included in the margin of financial institutions. While some progress has been 
made in translating this proposal into an operational tax structure, substantial 
technical problems remain. Given the magnitude of the remaining difficulties and 
the plain fact that no country in the world has successfully applied sales tax to 
financial intermediation services, the government does not intend to apply tax 
under the GST to these services. 


Accordingly, the operation of the Goods and Services Tax in the financial sector 
will have three elements. First, financial institutions will pay tax on their 
purchases. Second, financial intermediation, such as loans and deposits, mortgages 
and life insurance, and related services, will not be taxable. And third, most of the 
remaining services provided by financial institutions will be taxable in the normal 
manner. 


In moving ahead to implement this general structure, the government recognizes 
that: 


e the application of tax must be fair to consumers; 
e the nature of services provided by financial institutions is evolving; and 


e it is important to maintain competitive equity among financial institutions 
and between this sector and other businesses providing similar services. 


In further elaborating the approach set out here, the government will want the 
views of both consumer groups and representatives of the financial sector. 
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Transition to the Goods and Services Tax 


A. Interim Revenue-Raising Measures 


Sales tax reform involves the replacement of the existing federal sales tax with an 
entirely new system. This is a major undertaking. Accordingly, time will be 
required to put the necessary administrative systems in place for both businesses 
and government. It is also important to take the time needed to ensure that 
business, labour, representative associations, tax professionals and individual 
Canadians are fully informed about the operation of the new tax. To provide 
adequate time, the Goods and Services Tax will be implemented on 

January 1, 1991. 


In light of the serious fiscal problems confronting the government, action has been 
taken in the budget to increase federal revenues. In part, these revenues will be 
raised by increasing the existing federal sales tax rates. The rates applying to 
construction materials, telecommunication services, alcohol and tobacco will 
increase by one percentage point, while the standard rate for most manufactured 
products will rise by one and one-half percentage points. Given its major 
deficiencies, it is only possible to use the existing federal sales tax at this stage to 
help meet the government’s fiscal needs because it will soon be replaced in its 
entirety by the GST. 


B. Federal Sales Tax Rebates 


Upon implementation of the Goods and Services Tax, many firms will be holding 
inventories for resale on which federal sales tax will have been paid under the 
existing system. Rebates of sales tax already paid on inventories will be provided. 


C. Transitional Effects 


Removing the distortions imposed by the existing federal sales tax and replacing it 
with a more neutral system yields substantial economic benefits as described 
earlier. However, a major structural change of this type does imply adjustments 
during the transition period. In the year of implementation, the replacement of the 
existing system by the GST at 9 per cent will result in a one time increase in 
consumer prices of about 2.5 to 3 per cent on average. At the same time, the new 
GST Credit accompanied by reductions in personal income taxes will increase 
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household disposable income. While these one time changes in both the price level 
and net household incomes during the transition will be significant, they will 
largely offset each other for those earning about the average wage. Thus, the real 
after-tax purchasing power of families earning about the average wage will remain 
essentially unchanged during the transition. Of course, for those with lower 
incomes, the enhanced credit and income tax changes will more than compensate 
for any one time price increase due to the GST; for those with higher incomes, the 
opposite will be the case. 


To ensure that the new system is introduced as smoothly as possible, it is 
important that Canadians be well-informed in advance about the tax and its likely 
effects. The government will act to ensure that such information is made available 
to promote a broad understanding of the issues. 


Process and Timing 


The government will release a detailed technical paper on sales tax reform in early 
summer. That paper will set out: 


details on the general operation of the new Goods and Services Tax; 
its operation in sectors posing special technical design issues; 
technical material on the tax base; 


the design of the refundable GST Credit and the other income tax changes 
that will accompany sales tax reform, along with the distributional 
implications of the new system; 


the details of the measure needed to ensure that the GST does not pose a 
barrier to the affordability of housing in Canada. 


Following the release of the technical paper, the Minister of Finance will invite the 
House of Commons Standing Committee on Finance and Economic Affairs to 
hold hearings on the proposal. 


In order to allow sufficient time for taxpayers to gear up for implementation of the 
new system on January 1, 1991, the government intends to release draft legislation 
this summer. The draft legislation will form the basis for further consultations 
with the business and tax professional community on the detailed administrative 
requirements for the new tax. 


It is expected that final legislation for sales tax reform will be introduced for 
consideration by Parliament this fall. 


of 


| ane ae. ame 


. 


ih 
my. 


a _ 
Piha cl 


- 
1 i 
G 
geese plana ery ian Gls | . 
(pv sR Gt nea - ' 
Pe Ay) 
“Wes Thi o ah ix = wera Veleal +d) a ee 
Kini oan 
ara omen Ty. Geedi? af Si uv 
ite Ai, gems Bes. a ns en uh} 
he 
nik Gv io sae. OU af 7. 36 24 : ar | 
mnlmriigd ‘(rt «.w5ler py Bo, | i | | oe » i 7) 
Cole STA ilern Tha) 5 i S| LU 1 76, ' > . _ iim, pad 
Hilpueincilia wine on ao witty van ase 
veal 
Oe phigh 4! oS awe a cial ah a at | 
a 
: "old 
iy | 
: i) > } 
o 7 Ss 
Len 7 : a 7 
~ eu 
+ ; D ve ‘| 7 _ | 
=) is > - & 7 ‘ 
-_ a i s 


Annex 


Implications of Goods and Services Tax for Selected 
Commodities: Notional Examples 


Implementation of sales tax reform will involve changes in the prices of goods and 
services in Canada. The price of many commodities taxed at the 12 per cent 
federal sales tax rate should fall, while the price of those goods and services now 
taxed relatively lightly can be expected to increase. Purely to illustrate these 
effects, some examples are set out in this Annex. 


The first example illustrates the case of an automobile. It shows that sales tax 
reform will reduce the tax element in the cost of producing a car and, therefore, 
that there will be an opportunity for dealers to reduce prices. It is assumed that 
the automobile is now sold by a car dealer for $15,000, excluding provincial sales 
tax. That price is made up of a number of components, including the car 
manufacturer’s selling price, federal sales tax applied at 12 per cent to that price, 
subsequent transportation and dealer’s costs, and, finally, the car dealer’s own 
profit. Many of these components will change as a result of sales tax reform 
because the GST will remove all the existing, but hidden sales tax currently 
imposed on business purchases. For example, the cost of manufacturing 
automobiles itself will decrease. This is reflected in the example by the $100 
decline in the manufacturer’s selling price. Similarly, sales tax now imbedded in 
transportation and in the car dealer’s other costs will be reduced. As a result, these 
costs fall by $15, while the dealer’s profit remains unchanged as it should. 


Given that the FST will no longer apply on the manufacturer’s selling price and 
that the GST is, in effect, a tax on the final sale to the consumer, the point at 
which direct federal tax is levied changes. With the GST applying at a 9 per cent 
rate on a lower dealer’s price, the consumer price of the automobile falls by 
almost $330. 


The logic of the examples of an air conditioner and snow tires is identical. The 
federal sales tax of 12 per cent on the manufacturer’s selling price is replaced by 
the GST at 9 per cent, which is only effectively levied on the final retail sale. In 
addition, the removal of tax on business inputs means that manufacturing, 
transportation and retailing costs are reduced. Variations in the relative weights of 
these costs and retailers’ profits mean, however, that sales tax reform has different 
effects on final prices. In the case of the air conditioner, the price falls by about 
$10, or by a little more than | per cent. In the case of snow tires, however, the 
price rises by about | per cent. 


The first three examples illustrate the effect on the prices of these goods now 
subject to 12 per cent federal sales tax. The last example shows the case of a 
service — hotel accommodation — which is not taxed directly under the existing 
FST, but which will be subject to the new 9 per cent GST. Again, sales tax reform 
will remove all sales tax imbedded in the costs of purchases by the hotel. As a 
result, the hotelier’s cost of providing accommodation is reduced — by $5 in this 
example. With a constant profit, the hotel will sell its service at a lower price 
reflecting its own reduced input costs. However, the application of the 9 per cent 
GST to that lower price still means that the price to the consumer will rise — by 
about $5, or 5.5 per cent. It is important to note that the actual price increase is 
much less than the 9 per cent tax rate because the existing, hidden tax included in 
the current price of hotel accommodation is eliminated. 


The following examples do not include provincial sales taxes. 


Notional Example of an Automobile 


Manufacturer’s price 
FST at 12% 
Transportation and dealer’s costs 


Dealer’s profit 


Dealer’s price 
GST at 9% 


Price to consumer 
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Pre-tax 
reform 


(dollars) 


11,875.00 
1,425.00 
1,360.00 

340.00 


15,000.00 


15,000.00 


Post-tax 
reform 


11,775.00 


1,345.00 
340.00 


13,460.00 
1,211.40 


14,671.40 


Notional Example of an Air Conditioner 


Manufacturer’s price 
FST at 12% 
Transportation and retailer’s costs 


Retailer’s profit 


Retailer’s price 
GST at 9% 


Price to consumer 


Notional Example of Snow Tires 


Manufacturer’s price 
FST at 12% 
Transportation and retailer’s costs 


Retailer’s profit 


Retailer’s price 
GST at 9% 


Price to consumer 


Pre-tax 
reform 


(dollars) 


500.00 
60.00 
170.00 
50.00 


780.00 


780.00 


Pre-tax 
reform 


(dollars) 


100.00 
12.00 
68.00 
20.00 


200.00 


200.00 


Post-tax 
reform 


Post-tax 
reform 


Lp) 
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Notional Example of Hotel Accommodation 


Cost of accommodation and services 


Profit 


Total cost 
GST at 9% 


Price to consumer 


Pre-tax 
reform 


(dollars) 
75.00 
15.00 


90.00 


90.00 


Post-tax 
reform 


72.00 
15.00 


87.00 
7.83 


94.83 
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